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OVERVIEW AND COMPARISON OF THE 
VALUE ADDED TAX AND THE RETAIL SALES TAX
With the introduction of HR 900, there has been 
renewed interest in the Value Added Tax (VAT) as a 
revenue tool for Georgia. While the VAT does not 
appear to be under consideration in the revised version 
of HR 900, it does remain an interesting and innovative 
policy option for state tax revenues in Georgia. 
However, since only two states in the U.S. use a type 
of VAT, the tax is not familiar to many policymakers 
and constituents in Georgia. This policy brief provides 
an overview of the VAT and specifically summarizes the 
similarities and differences between a VAT and the 
much recognized general sales tax, or Retail Sales Tax 
(RST). Future briefs and reports will provide more 
detailed information regarding VAT experiences and 
choices. This brief is one in a series of briefs and 
reports that relate to tax policy options for Georgia.
Background
In the U.S., the retail sales tax is a major tax policy 
instrument for most states governments. In Fiscal Year 
2005, over all states the general sales tax made up 16 
percent of state general revenue and 33 percent of 
state tax revenue— second only to the individual 
income tax in terms of the relative size of revenue. All 
states and the District of Columbia impose a general
general sales tax, with the exceptions of New 
Hampshire, Delaware, Alaska, Montana, and Oregon.1 
State rates vary from 4 to 7.25 percent. The sales tax 
bases vary by state, for example, 28 states with a 
general sales tax plus the District of Columbia exempt 
food at the state level, and only Illinois taxes sales of 
prescription drugs.2
Worldwide, the VAT has rapidly become a much 
more popular tax than the sales tax. The VAT is 
imposed in 123 countries (Ebrill, et al„ 2001), while 
the RST is used in just a few countries, including the 
U.S., India, and Canada.3 In the United States, New 
Hampshire and Michigan are the only states to impose 
a value added type of tax. In New Hampshire, this is 
the Business Enterprise Tax (BET) and in Michigan it is 
the Single Business Tax (SBT).4 A future policy brief 
will provide more detailed information on the BET and 
SBT.5
Basic Mechanics of a R ST  and V A T
A general sales tax is typically imposed on the 
purchase price of a good.6 The tax is explicitly stated 
on the sales receipt and is collected at the point of 
sale from the consumer. The retailer is responsible
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for collecting the tax and remitting it on a predetermined 
schedule to the government. The sales tax base in most 
states includes most tangible items of consumption, but many 
items are exempted or taxed at preferential rates. In general, 
the base is less inclusive of the consumption of services.
In all states, certain business purchases are exempt from the 
sales tax, but many purchases by businesses do not escape 
taxation, either because product is not exempt or it is not 
clear whether the product is exempt.7 Taxing business inputs 
is problematic because it creates "tax cascading" - that is, if 
the tax imposed on an input gets added to the retail price, 
the consumer pays both taxes.
Under the most common form of the VAT, the credit-invoice 
VAT8, each firm pays a tax on its sales, but receives a credit 
for taxes paid on its purchases. Because of this design, a VAT 
is much more sucessful at exempting business inputs from 
tax.’ For example, let us take a good that has four stages of 
production: manufacture, wholesale, retail, and final 
consumption. If the VAT rate is 10 percent, then the tax 
works as follows (see Table I)
• At the manufacture stage (line I) , the business owner 
starts with some stock of business inputs— perhaps left 
over from the previous year. He sells his good for $300 
to the wholesaler. The tax administrator taxes the $300 
transaction at a rate of 10 percent and collects $30 from 
the manufacturer (column c)
• The wholesaler purchases the input for $300 from the 
manufacturer and sells it for $700 to a retailer (line 2). 
The tax administration imposes a tax of $70 on the sale 
($700*10% = $70), column c, but subtracts the $30 tax 
that was paid by the manufacturer when she purchased 
the good, column d. In this case, the net tax paid by the 
wholesaler is $40 ($70 - $30), column e.
• The wholesaler sells her product to a retailer for $900. 
The VAT assessed is $90 ($900*10%), column c, but the 
$70 that was paid on the purchase at the previous stage 
is subtracted so the net VAT at this stage is $20, column 
e.
• Finally, the retailer sells the good to the consumer for 
$1,000. The VAT assessed is $100 (column c) but the 
$90 paid on the retailer’s purchase is substracted so the 
net VAT at this stage is $10 (column e).
• Note that the total VAT paid in this production process 
is $ 100. This is the same tax that would have been paid 
with a 10 percent retail sales tax on a $ 1000 purchase.
In actual practice, a 10 percent general sales tax may produce 
more (or less!) revenue in the same example. If the sales tax 
were imposed at the final retail level, the tax would be 
$100— exactly the total amount of the VAT (column f in 
Table I). However, because a sales tax is imposed at the 
retail stage and also collected at some prior stages of
production, the total sales tax paid may be greater than what 
would be paid under a VAT.10 This is the example in column g 
of Table I. In this case, the tax is imposed at both the wholesale 
stage and the retail stage. If the tax is passed on to the final 
consumer, the total tax paid is $190. It is likely that the tax 
from the wholesale stage would be passed forward to the 
retailer, thus increasing the selling price (and tax) at the retail 
stage. Of course, the final amount paid under the retail tax 
depends on how many intermediary transactions a particular 
commodity involves. The lower the number of stages in the 
production process the smaller is the potential for the tax 
cascading effect.
A great advantage of the credit-invoice VAT over the sales tax is 
its self-reinforcing compliance. In order for the purchaser to get 
a credit for previous VAT paid, he must have documentation of 
the previous purchase price and VAT paid. This feature of a 
VAT encourages taxpayers to collect receipts and do business 
only with sellers complying with the tax system. This is often 
referred to as the “self-policing” mechanism of the VAT.
Comparison between the V A T  and Retail Sales Tax 
(R T S )
In theory, the VAT and RST are equivalent taxes. This means 
that, on paper, the two taxes impose the same impact on the 
economy. However, in practice, the taxes are not equivalent 
because of the penchant for the sales tax to tax business inputs 
and to not tax all consumer purchases. The two taxes therefore 
can have different impacts on prices, production decisions, 
consumption, and revenue. Both taxes raise the price of 
consumer goods but the VAT guarantees a more uniform 
burden over all commodities.
If the VAT works well, it is thought to be less easily evaded than 
the RST. This comes about largely through the "self-policing” 
mechanism of the credit-invoice form of the VAT. The RST also 
has a self-policing mechanism in the form of suspension 
certificates that identify exempt purchasers but it is found to be 
less effective in international practice.
The VAT avoids the problem of tax cascading since this is built 
into the system, as demonstrated in Table I I n  the case of the 
RST, producers have to be specifically exempted from the 
system in order to avoid the potential for tax cascading. To 
exempt business inputs from the RST, at the point of sale, a 
vendor has to some how certify that the purchase is made by a 
registered business and that the product is being used as a 
business input. The problem of taxation of business inputs can 
be mitigated by issuing “ suspension certificates" by the tax
T a b le  1. C o m p ariso n  o f  VAT, RST, and  T u r n o v e r  T ax es
V A T V A T R S T  with no tax on R S T  with tax on business
Purchases Sales on sales on Purchases Net V A T business inputs inputs at retail stage
Stage of Production (a) <b) (c) «1) (e) (0 (g)
1. Manufacturer 300 300*. 1 =30 0*.l =0 30-0= 30 —
2. Wholesaler 300 700 700*. I =70 300*.1 =30 70 - 30 = 40 — —
3. Retailer 700 900 900*. 1 =90 700*. 1 =70 90- 70 = 20 — 90
4. Consumer 900 1,000 1000M = 100 900*, 1 =90 100-90= 10 100
(final consumption)
5. Total Tax Liability 100 100 190
authorities. However, these certificates pose a significant 
audit burden for the tax authorities.
By comparison, under the VAT, since all sales are taxable, the 
vendor does not need to make the distinction between 
taxable and exempt sales, but must account for tax paid on 
purchases in order to claim input credits.
Sum m ary
The VAT is an intriguing choice for taxation in Georgia in that 
it can be a less disruptive tax instrument than a retail sales 
tax. The administrative challenge of imposing a new tax like a 
VAT cannot be underestimated. While the effects of national 
VATs are well known, there are only a few examples of a 
VAT that is imposed at the subnational level such as a state 
or province. Because of this the effects of subnational VATs 
have not been well studied. However, the experiences of 
states like New Hampshire and Michigan may offer useful 
examples for Georgia.
Notes
1. See www.taxadmin.org, "State Sales Tax Rates, January I, 
2007.”
2. Georgia, Louisiana, and North Carolina allow for local 
sales tax rate on food.
3. Canada in fact has a federal VAT and several provinces 
(Quebec and the Maritime Provinces) have subnational 
VATs coordinated in different ways with the federal 
VAT. All other provinces have preserved their sales 
taxes, which are not coordinated with the federal VAT. 
Several other countries around the world (e.g., Belarus, 
Nicaragua and until recently Russia) allow subnational 
units to have sales taxes which are not coordinated with 
the national VAT.
4. The Single Business Tax in Michigan is scheduled to be 
phased out completely by December 3 1, 2007.
5. Several countries around the world besides Canada have 
subnational VATs, including Brazil and Italy. These 
experiences will also be discussed in future policy briefs.
6. The general distinction among sales taxes is between 
turnover taxes, which levies the tax in all transactions, 
and retail or final sales taxes, which are designed to fall 
only on final sales to consumers.
7. See Ring, 1999. This analysis estimates that consumers 
only contribute about 60 percent of all sales tax 
revenues. The remaining 40 percent is paid by 
businesses, nonprofits, and governments.
8. There are three methods of computing a VAT. The 
most common form is the credit-invoice method used 
throughout Europe and elsewhere. Both Michigan and 
New Hampshire use the addition method for computing 
the base. A subtraction method is also used in some 
countries.
9. The specific tax base and administration of the tax can be 
done in various ways. These issues will be covered in 
detail in a future policy brief.
10. There can also be tax cascading in a VAT if certain sellers in 
the production chain are exempted from the credit-invoice 
system. When exempted these sellers do not charge VAT on 
their sales but are also unable to claim a credit on their 
inputs. The treatment of exemptions under a VAT is 
described more fully in an upcoming brief.
11. This assumes that the VAT is a "subtraction invoice-credit” 
VAT (the most popular around the world). The different 
types of VATs will be discussed in future policy briefs.
References
Bird, Richard M. and Pierre-Pascal Gendron (2001). “VATS in 
Federal States: International Experience and Emerging 
Possibilities.” International Studies Working Paper #01-4. Andrew 
Young School of Policy Studies, Georgia State University, Atlanta, 
GA.
Ebrill, Liam, Michael Keen. Jean-Paul Bodin, and Victoria Summers 
(2001). The Modern VAT Washington, D.C.: International 
Monetary Fund.
Keen, Michael and Sun Smith (2000). "Viva VIVAT!” International 
Tax and Public Finance 7: 741 -51.
McLure, Charles (2000). "Implementing Subnational VATs on 
Internal Trade: The Compensating VAT (CVAT)." International 
Tax and Public Finance 7: 723-40.
McLure, Charles (2002). "SSTP: Out of the Great Swamp, But 
Whither? A Plea to Rationalize the State Sales Tax." Multistate 
Tax Commission Review 2002( I). February.
Mikesell, John L. (1997). “ Is the Retail Sales Tax Really Inferior to 
the Value-Added Tax?” In The Sales Tax in the 21“ Century, 
Matthew N. Murray and William F. Fox (eds.). Westport, CT: 
Greenwood, Praeger.
Ring, Raymond J. (1999). “Consumers’ Share and Producers’ Share 
of the General Sales Tax." National Tax Journal 52(1): 80-90.
U.S. Government Technical Assistance Team (1998). "The Choice 
Between the VAT and the Retail Sales Tax in the Russian 
Federation.” Andrew Young School of Policy Studies, Georgia 
State University, Atlanta, GA.
A B O U T  T H E  A U T H O R S
Jorge Martinez-Vazquez is Director of the International Studies 
Program and Professor of Economics at the Andrew Young School 
of Policy Studies. Dr. Martinez's main interests are in the 
economics of the public sector and applied microeconomics. His 
expertise in fiscal decentralization, taxation and fiscal management 
has led to consulting assignments with the World Bank, USAID, the 
United Nations, as well as foreign governments in 28 countries.
Sally W a llace  is Professor of Economics and Associate 
Director of the Fiscal Research Center of the Andrew Young 
School of Policy Studies at Georgia State University. Dr. 
Wallace’s main interests are domestic and international 
taxation and intergovernmental fiscal relations.
Laura W h ee le r is a Senior Researcher at the Fiscal 
Research Center with the Andrew Young School of Policy 
Studies. She received her Ph.D. in economics from the 
Maxwell School at Syracuse University. Prior to coming to 
FRC, Laura worked for several years with the Joint 
Committee on Taxation for Congress and as an independent 
consultant on issues of tax policy. Her research interests 
include state and local taxation, corporate taxation, and 
welfare policy.
A B O U T  FRC
The Fiscal Research Center provides nonpartisan research, 
technical assistance, and education in the evaluation and 
design of state and local fiscal and economic policy, including 
both tax and expenditure issues. The Center’s mission is to 
promote development of sound public policy and public 
understanding of issues of concern to state and local 
governments.
The Fiscal Research Center (FRC) was established in 1995 in 
order to provide a stronger research foundation for setting 
fiscal policy for state and local governments and for better- 
informed decision making. The FRC, one of several 
prominent policy research centers and academic departments 
housed in the School of Policy Studies, has a full-time staff and 
affiliated faculty from throughout Georgia State University 
and elsewhere who lead the research efforts in many 
organized projects.
The FRC maintains a position of neutrality on public policy 
issues in order to safeguard the academic freedom of authors. 
Thus, interpretations or conclusions in FRC publications 
should be understood to be solely those of the author. For 
more information on the Fiscal Research Center, call 404­
651-2782.
R E C E N T  P U B L IC A T IO N S
Overview and Comparison of the Value Added Tax and the Retail Sales 
Tax. This brief summarizes the similarities and differences between 
a value added tax and the much recognized general sales tax, or 
retail sales tax. This brief is one in a series of briefs and reports that 
relate to tax policy options for Georgia. (June 2007)
The Financial Position of Pennsylvania's Public Sector: Past, Present, and 
Future. This report is the third of three reports that address the 
fiscal conditions of other states, explores the factors that explain the 
conditions, and the likely future trends. (June 2007)
Alternative State business Tax Systems: A Comparison of State Income and 
Cross Receipts Taxes. This report provides a five-point comparison 
between a state corporate income tax and a state gross receipts tax. 
(May 2007)
Status of Women in Atlanta: A Survey of Economic Demographic, and Social 
Indicators for the 15-County Area. This report provides a detailed overview 
of economic, demographic and social aspects of women and girls in the 
metro Atlanta region. (May 2007)
Forecasting Pre-K Enrollment in Georgia Counties. This report provides a 
manual that documents the forecasting methodology and provides the 
actual forecast of Pre-K enrollment by county for 2007-201 I. (April 
2007)
A Description of the Proposed Comprehensive Revision of Georgia’s Tax 
Structure: HR 900. This brief is a summary of the provisions of the 
comprehensive revision of Georgia's tax structure contained in HR 900. 
(April 2007)
Revenue Structures of States Without An Income Tax. This report compares 
Georgia's revenue structure to states without an income tax in order to 
explore how Georgia's revenue structure would have to change if it were 
to eliminate its income tax. (April 2007)
Property Rights Reform: A Fiscal Analysis. This report analyzes the fiscal 
effects of a proposed statute revising the legal standard for regulatory 
takings in Georgia, as well as recent changes in Georgia's eminent domain 
law. (April 2007)
Self Sufficiency in Women in Georgia. In this brief, we use one measure of 
self sufficiency to estimate the number of female headed households in 
metro Atlanta that fall below the self sufficiency standard. (March 2007)
Georgia's Economy: Trends and Outlook. This report tracks some of the key 
trends that have shaped and will continue to shape Georgia's economy. 
These include the decline in manufacturing employment, the aging of 
Georgia’s population, the importance of high tech and tourism industries 
and globalization. (March 2007)
Financing Georgia's Future II. This second release of a biennial report 
focuses on Georgia’s taxes, making cross-state comparisons of their 
structure and exploring revenue performance over time. (March 2007)
The Price Effect of Georgia's Temporary Suspension of State Fuel Taxes. This 
report explores the effect of the fuel tax suspension on the price of 
gasoline in Georgia. (February 2007)
An Analysis of the Financing of Higher Education in Georgia. This report 
addresses the issue of the financing of higher education in Georgia by 
comparing financing in Georgia with other states and examining how 
financing affects the student population in terms of performance, and 
retention rates. (February 2007)
Intergovernmental Fiscal Relations in Georgia. This report documents the 
intergovernmental fiscal system in Georgia, with a focus on the 
expenditure, revenue, and intergovernmental grant system in the state. 
(February 2007)
Comparing State Income Tax Preferences for the Elderly in the Southeast. This 
brief looks at the current state of these tax preferences in the Southeast 
for those states that impose a major income tax and estimates the dollar 
value of these preferences. (February 2007)
For a free copy of any of the publications listed, call the Fiscal Research 
Center at 404/651-4342, or fax us at 404/651-2737. All reports are 
available on our webpage at: //frc.aysps.gsu.edu/frc/ index.html.
F iscal
R esearch
C en ter
The Fiscal Research 
Center is one of several 
prominent policy 
research centers and 
academic departments 
housed in the 
Andrew Young School 
of Policy Studies.
The FRC provides 
research and technical 
assistance in the evalua­
tion and design of state 
and local fiscal policy, 
including both tax and 
expenditure issues.
Policy Brief is published 
periodically to provide 
an overview of important 
public policy issues 
currently facing the state.
The FRC maintains a 
position of neutrality 
on public policy issues 
in order to safeguard 
the academic freedom 
of authors.
Thus, interpretation 
or conclusions in FRC 
publications should be 
understood to be solely 
those of the author.
For a free copy of any 
FRC publication, call the 
Fiscal Research Center 
at 404-651-2782 or fax 
us at 404-651-2737. 
Publications are also 
available at: 
www.aysps.gsu.edu.
Fiscal Research Center 
14 Marietta Street 
Atlanta, GA 30303
Postal Number FRC2
Gcoipasutc A n d r ew  Yo u n g  Sc h o o l
University o f  p o l i c y  s t u d i e s
